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TAX FORUM
BARBARA M. WRIGHT, CPA
Ernst & Ernst
Tampa, Florida

NEW DOMESTIC INTERNATIONAL SALES
CORPORATION (DISC)

The Revenue Act of 1971 has created a
new type of corporation known as a Domestic
International Sales Corporation or DISC. Sec
tions 991 through 997 have been added to the
Internal Revenue Code to define the system
of tax deferral under which a DISC will oper
ate. These recently enacted provisions of the
Code, which are effective January 1, 1972,
are designed to increase exports by providing
tax treatment for United States exporters some
what comparable to that afforded many foreign
exporters by their respective countries.
The recent report of the Commerce Depart
ment indicating that the United States in 1971
suffered its first trade deficit since 1888 em
phasizes the need of the new DISC legislation.
According to the Department, 1971 exports
from the U.S. resulted in a deficit of $2,046
billion, the worst in the nation’s history.
As a result of much discussion over the past
two years, several versions of the DISC were
proposed. Among these was a stipulation in
the Senate revision of the House Bill that tax
deferral would extend only to profits for tax
able years beginning before January 1, 1977.
In the final version, however, the Senate
amendment was eliminated by the conferees,
making the DISC section a permanent part of
the Code. Section 506 of the ’71 Revenue Act
provides that the Secretary of the Treasury
must submit an annual report to Congress
within 15½ months after the close of each
calendar year analyzing the operation and
effect of DISC. The Conference Committee
also requested the President to present to
Congress by February 1, 1973 and every three
years thereafter a comprehensive analysis of
the manner in which the export of manufac
tured and processed products is treated for
tax and tariff purposes by various foreign
countries.

until actually distributed or deemed distributed
to its shareholders. In essence, a DISC is a
tax-exempt domestic corporation in which 50%
of the profits can be sheltered indefinitely
against tax on it stockholders. It is also possible
for a DISC subsidiary to be a mere “paper”
corporation with little invested capital and few
operation expenses other than the cost of
maintaining detailed accounting records. This
apparent liberal interpretation of DISC rules
is supported in the following excerpt from the
Senate Report on the ’71 Revenue Act. “The
separate incorporation of a DISC is required
to make it possible to keep a better record of
the export profits to which tax deferral is
granted, but this does not necessitate in all
other respects the separate relationships which
otherwise would exist between a parent cor
poration and its subsidiary.” (Emphasis added)

Taxation of a DISC
For taxable years beginning after December
31, 1971 a DISC is not subject to federal
income taxes. However, Sec. 991 does provide
that, where applicable, a DISC will be liable
for the tax on transfers to avoid income tax.
The tax-exempt status of a DISC provides
not only immunity from the regular corporate
income tax, but also exemption from the mini
mum tax on tax preferences and the accumu
lated earnings tax. Since a personal holding
company cannot qualify as a DISC, there is
no relief from liability for the personal hold
ing company tax. A DISC whose qualified
export receipts include gross receipts from the
rental of export property as well as other
potential personal holding company income
should be particularly aware of this exclusion
from tax exemption.

Requirements of a DISC
A corporation must be incorporated (under
the laws of any State) and meet the following
tests to qualify as a DISC:
1. Gross Receipts Test—At least 95% of the
corporation’s gross receipts for the tax-

Advantage of DISC
The principal advantage of forming a DISC
is that the DISC itself is not subject to income
tax and that 50% of its profits are not taxed
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able year must comprise qualified export
receipts.
2. Assets Test—At least 95% of the adjusted
basis of the corporation’s assets at the
close of its taxable year must be qualified
export assets.
3. Capitalization Requirement—The corpo
ration must have only one class of stock
and at least $2,500 of par or stated value
of such stock outstanding on each day
of the taxable year.
4. Election Requirement—The corporation
must elect to be treated as a DISC during
the 90 day period immediately prior to
the beginning of the taxable year. Once
made, an election continues in effect
until revoked or terminated by reason
of continued failure to qualify as a DISC
over a five year period. For the election
to be valid all persons who are share
holders on the first day of the initial
election year must consent in writing.
This consent is binding on all subsequent
shareholders for the taxable year for
which made and all succeeding taxable
years. Rev. Proc. 72-12 sets forth the
time and manner of filing the corpora
tion’s election and shareholders’ consents
in order to be treated as a DISC in 1972.

export assets; and investment income com
prised of interest on producer’s loans, divi
dends from foreign related corporations, and
interest on “export asset” obligations. Gross
receipts from engineering and architectural
services related to construction projects out
side the U.S. and managerial services for the
production of other qualified export receipts
are also eligible.
Receipts are not considered qualified re
ceipts if the property or service sold or other
wise disposed of is (1) for ultimate use in the
United States, (2) the result of a subsidy
granted by the U.S., or (3) required by law
or regulation for use by the U.S. or any
instrumentality thereof. Receipts from a related
or controlled DISC do not qualify as export
receipts. For purposes of the term “controlled”,
Section 1563(a) applies except that the per
centage of ownership is more than 50 percent
rather than at least 80 percent.
Qualified Export Assets

Qualified export assets include not only in
ventory, facilities used in connection with ex
port sales, and accounts receivable, but also
certain investments, including loans to parent
corporations and stock in foreign subsidiaries.
Rank deposits in the United States and other
similar temporary investments necessary for the
working capital of the DISC qualify, as do
amounts in excess of working capital on deposit
in the U.S. on the last day of the taxable
year. Such amounts must be invested in quali
fied export assets within specified periods of
time. This provision is designed to allow a
DISC some flexibility in its operations. (An
example would be a DISC receiving repayment
of a loan or substantial income in the latter
part of its taxable year without sufficient time
to convert the funds into qualified assets be
fore year end.)

Corporations having special tax status can
not qualify as DISCs. Among these are: ex
empt corporations, personal holding companies,
insurance companies, electing small business
corporations, and certain financial institutions.

Definitions and Special Rules
Qualified Export Receipts

Qualified export receipts include receipts
from the sale or lease of export property and
related subsidiary services; the sale of qualified

“The integrity bit? The CPA exists as a profession only as long as people
believe that when he signs his name to something it is, to the best of his
knowledge and belief, a fair presentation. That means that he has to have
sufficient know-how so they buy the idea that his having reviewed something
lends credence to it. It also means that if his integrity is doubted, his utility is
finished.
And don’t get me wrong. You’ll find a lot of CPAs who don’t have much
integrity and who don’t even fully understand the CPA’s role in society. To
them it’s just a way of getting a dollar. But you’ll find probably as many or
more in any profession who really never dig that profession.”
“Conversations With a Long-Haired Student”

The Journal of Accountancy
February 1972
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Export Property

Gross Receipts

Export property generally means property
The term gross receipts as used in the DISC
manufactured or produced in the United States
context means:
and sold for direct use, consumption, or dis
1. Total receipts from inventory sales or leases,
position outside the U.S. or to an unrelated
2. Gross income from non-inventory sales or
DISC for such a purpose. Since the principal
leases,
function of the DISC is to sell or lease for
3. Commission income—Gross receipts on the
export, the following conditions must be met:
sale or lease of property to which the com
1. The property cannot be manufactured,
missions relate, rather than the amount of
produced, grown, or extracted by the
commissions.
DISC,
2.
It must be held primarily for export, and United States Defined
3. Not more than 50% of its fair market
For purposes of the DISC provisions, the
value can be attributable to imports.
term U.S. includes all United States possessions
Among the items excluded from this cate and Puerto Rico. Imports from these countries
gory are certain copyrights, inventions, fran are treated as domestic items in determining
chises, property leased by a DISC to a related
the content of export property under the 50%
party, and any that the President determines is import test. Receipts from property exported
not in sufficient supply for domestic require
to a U.S. possession do not qualify as export
ments.
receipts.

Producer's Loans

Intercompany Pricing Rules

A DISC can lend its tax deferred profits to
its parent manufacturing company or any other
U.S. company manufacturing for export. The
loan is subject to limitations based on (1) a
formula of receipts, export-related assets, and
accumulated research and development ex
penses and (2) the increase in the borrower’s
export-related assets during the year of the
loan. There is a “fugitive capital” provision that
deters a DISC from lending its tax deferred
profits to a member of the same controlled
group for investment overseas.

In addition to the present rules provided by
Sec. 482 for pricing sales between related
parties, i.e., at prices that would be charged
an unrelated buyer under the same circum
stances, two “safe haven” pricing methods are
allowed by new Sec. 994. These may be ap
plied at the discretion of the DISC and its
related supplier (parent, brother corporation,
sole proprietor, etc.) and when used, Sec.
482, requiring arm’s length transactions, does
not apply. The safe haven rules permit con
siderably more profit from export transactions
to be shifted to the DISC; in some cases, the
entire profit may become DISC profit. The
computation of the transfer price from the
related supplier to the DISC is made only after
the DISC sells the goods. This permits the
DISC and its supplier to obtain the most favor
able allocation of income by making adjust
ments upward or downward even after the
close of the year of sale. However, the related
person may not price at a loss in shifting profits
to the DISC.
On sales of export property, the maximum
profit a DISC may earn is the amount based
on the highest of the following:
1. Four percent rule—From a sale of export
property purchased from a related supplier,
a DISC is allowed to earn 4% of the quali
fied export receipts plus 10% of its export
promotion expenses attributable to the sale,
2. Fifty percent rule—Alternatively, a DISC
may earn 50% of the combined taxable in
come of the related supplier and the DISC

Related Foreign Export Corporation

The DISC may increase its export business
by investing in stock of these foreign corpo
rations whose securities become qualified ex
port assets of the DISC.
1. FISC (Foreign International Sales Corpo
ration)—the DISC must have more than 50%
direct voting interest in the FISC whose
gross receipts and assets are at least 95%
U.S. export related.
2. Real property holding company (more than
50% owned by the DISC) whose sole func
tion is to hold real property in a foreign
country for the DISC’s exclusive use.
3. An associated foreign corporation—Usually
a foreign customer in which the DISC must
invest in order to extend export credit to
effect export sales.
The DISC, or a controlled group of which
the DISC is a member, must own less than
10% of its voting power.
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expenses generally include salaries, advertis
ing, market studies, warehousing, rentals, sales
commissions, and other selling expenses. If
shipped aboard U.S. flag vessels or U.S. owned
and operated aircraft (unless required by law),
one-half of the freight expenses may also be
included.
This issue of the Tax Forum, the first of
two dealing with the DISC, provides a general
introduction to Code Sections 991-994 covering
the taxation and requirements of the corporate
entity, including definitions and special rules
applicable to its operation. The July 1972 issue
will discuss the treatment of distributions to
the DISC’s shareholders, allocation rules, and
other sections of the Code and ’71 Revenue
Act affecting DISCs.

from the sale of export property plus 10%
of the export promotion expenses incurred
by the DISC, or
3. Taxable income based on sales prices de
termined under Sec. 482 as mentioned
above.

The same intercompany allocation to the
DISC is permitted whether the DISC acts as
commission agent for the related supplier or
takes title to the goods as principal. A DISC,
or the supplier for which the DISC is com
mission agent, must sell to related foreign
purchasers at arm’s length.
Export promotion expenses include a DISC’s
ordinary and necessary expenses paid or in
curred to obtain the qualified receipts. Such

REVIEWS

“A Practical Guide to Preparing a Fiduciary
Income Tax Return,” P. Michael Davis and
Frederick W. Whiteside; Estate Tax Publish
ing Company, 1971, 104 pages, $6.95.

(Continued from page 19)

Similar objective treatment is given to mem
ory-building, dictation, writing, the psychology
of meetings, organizational problems, etc. The
accountant who “just hates to write” will find
recipes for writing, if not immortal prose, at
least articles about professional matters that
will be acceptable. “The average person thinks
that the accomplished writer is able to put his
thoughts down on paper promptly and at the
first try. This is the opposite of the truth.” A
four-step procedure is advised: 1) Prepare
2) Organize 3) Write 4) Rewrite. Develop
ment of each point stresses thought processes
rather than punching out words; normally,
the orderly grouping of thoughts will in itself
suggest the words to follow.
A chapter entitled “Neutralizing Psychic
Drags on Performance” contains classic psycho
logical insights, and their translation from
theory makes for sure footing through the
common quagmires of business. There are
several refreshing iconoclasms in the book.
“The turned-on executive is actually a ‘Brainstormer Anonymous’.” In the opinion of the
authors, committees tend to bolt all frames-ofreference into a prison around the creative
mind. Creativity is a solitary ardor.
The Turned-On Executive is one of many
“how to” books. It’s effectiveness belies its
simplistic approach. A twice-told truism can
often have more than twice the impact of a
first telling.
Constance T. Barcelona
The Camargo Club

From the first page of the introduction, the
authors have presented a concise, step-by-step
discussion regarding the requirements of fidu
ciaries in reporting for income and disburse
ments of estates and trusts. The changes
brought about by the enactment of the 1969
Tax Reform Act have complicated the account
ing and record keeping of fiduciaries to a great
er extent than prior law. This book will be
helpful to the fiduciary and to his tax consul
tant, who usually has very few fidiciary returns
to file and would therefore not be as familiar
with a 1041 as with a 1040.
There is a general explanation of estates
and the various types of trusts and distributions
of income to beneficiaries, the records and re
quired information to be retained. Form 1041
is explained in detail including the Schedule
J for reporting throwback income. Examples
and illustrations of reporting during the tran
sition period for trusts in existence at De
cember 31, 1969 are included and prove most
informative as a quick reference.
Referral is made to the sections of the In
ternal Revenue Code pertaining to estates and
trusts; however, the Guide can be utilized
without reference to the Code or other techni
cal publications as the citations are explained
briefly. This reviewer believes that the Guide
will be a most helpful addition to a tax library.
Henrietta Patterson
Cook Industries, Inc.
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